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O P I N I O N

These appeals are made pursuant to section
1859g of the Revenue and Taxation Code from the
action of the Franchise Tax Board on the,protest of
Andrew F. and Opal M. House against a proposed assess-
ment of additional personal income tax and penalty in the
total amount of $403.57 for the year 1981 and on.the
protest of Kenneth G. and Marjorie L. Houser against a.
proposed assessment of additional personal income tax in
the amount of $723.31 for the year 1981.

l/ Unless otherwise specified, all section references
zre to sections of the Revenue and Taxation Code as in
effect for the year in issue.
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The primary issue raised by these appeals is
whether and to what extent gain realized in a tax-deferred
exchange within the meaning of section 18081 must be
recognized. As framed by the parties, the resolution of
this issue, in turn, depends on whether appellants
received more "boot" than they gave up in the exchange.U
Because of the identity of facts, issues, and legal
principles involved in each case, the two appeals are
consolidated for purposes of this opinion.

Section 18081u provides, in part, that
"[n]o gain or loss shall be recognized if property held
for . . . investment . . . is exchanged solely for prop-
erty of a like kind. . . ." Notwithstanding the word
"solely" in section 18081, section 18081 may apply if at
least some property r;leeting all the requirements of
section 18081 is transferred in exchange for at least
some other qualified property. In addition, that section
may apply when nonqualified property or "boot" is also
transferred and/or received. (Rev. &I Tax. Code, S 18081,
subd..(b).) Gain realized in such an exchange is recog-

. nized, but not in excess of the.lesser of the gain
realized on the exchange or the amount of the boot
received. Boot is defined as the amount of money and
fair market value of property other than money received.
(Rev. & Tax. Code, s 18081, subd. (b),) The amount of
boot received by a taxpayer in an otherwise qualifying
exchange is considered to be reduced by the amount of
boot given by the taxpayer to the other party. (See
Treas. Reg. s 1.1031, subd. (d)-2, examples (1) and
(2).)

For this purpose, the amount of any liability
of a taxpayer assumed by the other party to the exchange
or subject to which the other party acquired the tax-
payer's property is considered to be money received by
the taxpayer in the amount of such debt decrease. (Rev.
L Tax. Code, $ 18081, subd. (a).) On the other hand, the
amount of any liability of the other party assumed by the
taxpayer, or subject to which the taxpayer acquired the

2/ Appellants Andrew F. and Opal M. House have made no
zrguments with respect to the penalty assessed against
them.

3/ Section 18081 is substantially similar to Internal
Revenue Code section 1031.
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other party's property is considered to be money paid by
the taxpayer in the amount of such debt increase. (See
Treas. Reg. § 1.1031, subd. (d)-2, example (2) for example
of the netting procedures involving liabilities.)

In the instant appeals, the parties agree that
the exchange of the properties described below qualifies
as a tax-deferred exchange within the meaning of section
18081. The disagreement, as framed by the parties,
however, arises with respect to inclusion or exclusion in
the netting procedure of a $90,000 note purportedly
created upon abpellants' temporary acquisition of a mini-
storage property subsequently exchanged in the qualifying
exchange.

The record indicates that on August 14, 1981,
appellants acquired a mini-storage property from David
and Janice Hayes (hereinafter "Hayes") for a total con-
sideration of $109,022.96. (Resp. Ex. A.) The closing
statement for that transaction indicated that appellants
assumed an existing loan of $19,022.96 and gave the HayeS
$90,000 denoted in the statement as "deposit or earnest
money" for the property. That same closing statement
indicated that no new loan was executed with respect to
the mini-storage property. (Resp. Ex. A, category 202,)
Eowever, the statement indicated that proceeds from the
"earnest money" were used to pay off a mortgage on the
property the principal balance of which was $87,000.
(Resp. Ex. A, category 504.)

On August 24, 1981, appellants exchanged the
newly acquired mini-storage property along with other
properties which they owned f,or a property known as the
Hogg Ranch which the Hayes owned. (Resp. Rx. B.) On
their personal income tax returns for the year at issue,
appellants reported the subject exchange as a tax-
deferred "like-kind" exchange within the meaning of sec-
tion 18081. In arriving at the amount of the liabilities
assumed by them for netting purposes, appellants included
$90,000 which they allege represents a $90,000 note for
money advanced from a third party created upon their
acquisition of the mini-storage property. In their
July 30, 1984, protest letter, appellants allege that the
Eayei required that the mini-storage [property] be pur-
chased and subsequently exchanged for [their] property.
As part of the agreement, the mortgage [created upon that
acquisition] was to stay in appellants' names and "become
part of the liability of exchanging into the new prop-
erty." .Inclusion of the note as a "liability assumed" by
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4.

5.
6.

7.

8.

appellants in the netting computation resulted in boot
given exceeding boot received and, thus, in no gain being
recognized to appellants with respect to the subject
exchange. Upon audit, however, respondent determined
that the subject $90,000 note should not be "considered a
liability assumed for purpose of computing gain from the
exchange . . . .” (Pesp. Br. at 2.1 Exclusion of the
$90,000 from the netting computation resulted in the
instant proposed assessments.

As framed by the parties, the primary issue
would be whether or not the subject $90,000 note was the
liability of the Hayes which appellants assumed in the
exchange. As indicated above, the closing statement of
the August 14, 1981, transaction indicates that no such
new mortgage was created involving the mini-storage prop-
erty. Accordingly, as thus framed, appellants would be
unsuccessful in these appeals. However, a closer review
of the underlying realities indicates another result.
Uris review is easiest to explain by reviewing the compu-
tations submitted by appellants. (Resp. Ex. c.)

As indicated above, in a tax;eferred exchange
involving boot, gain is recognized, but not in excess of
the lesser of the gain realized in the exchange or the
amount of the boot received. Thus, the focus of appel-
lants' computations was to determine which item was
less--gain realized or boot received. Respondent's
Exhibit C, reproduced, in part, below shows that appel-
lants' computations indicated that due to the mortgages
of $196,531 purportedly assumed by appellants, boot was
less than zero so that no gain was to be recognized.
Respondent's Exhibit C, in relevant part, is as follows:
RNALIZED GAIN

FagctT;iit Value of Property
$300,000

Cash Received -O-
Pair Market Value of Boot

(Other Than Cash) Received -O-
Mortgage Balance on Property

Conveyed
Total Consideration Received

151,53ti
$451,532

4/ This fisure includes the $19,022,92 mortgage on the
d the mini-storage property that was conveyed back to

the Keyes.
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9.

ii:

12.

13.

E:

16.

17.

18.
19.

20.
21.

22.
23.

LESS :

Adjusted Basis of Property
Conveyed

Cash Given
Adjusted Basis of Boot

(Other Than Cash) Conveyed
Mortgage Assumed on Property

Received
Exchange Expenses
Total Consideration Given
Gain Realized on Exchange

(line 8 less line 14)

RECOGNIZED GAIN

CASE AND BOOT:

Cash and Boot (Other Than Cash)
Received

Cash and Boot (Other Than Cash)
Conveyed

Bxchange Expenses
Net Cash and Boot (Other Than'

Cash) Received
MORTGAGE RELIEF:

Mortgage on Property Conveyed
Mortgage Assumed on Property

Received
Net Mortgage Relief
Gain Recognized

(line 20 less line 21)

$225,937
11,214

-O-

196,531
10,794

$444,476
$7,056

$ -O-

11,214
10,794

$ -o-

$151,532

196,531
$ -o-

$ -o-

The mortgages assumed noted as $196,531 in that
exhibit consisted of mortgages assumed in the August 24,
1981, transaction of $106,531 and the subject $90,000
mortgage. As indicated above, the respondent correctly
determined that the $90,000 mortgage was not a liability
of Hayes which appellants assumed in the exchange. This
conclusion would chahge the figure for line 21 of respon-
dent's Bxhibit C from $196,53lto $106,531 and result in
net boot received by appellants being $45,001 rather than
2ero. (Resp. Bx. D.) In making its computation here,
respondent made a similar adjustment to line 12 of
respondent's Exhibit C which also represented the figure
for mortgages assumed, which would indicate that gain
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realized was $97,51& rather than $7,516 as origi-
nally computed by ap
lants' other figureS

llants. Accepting all of appel-
and making these two adjust-

ments resulted in the instant assessment reflecting boot
received to be the lesser figure of $45,001 which was
added to appellants' incomes. (Resp. Ex. D.)

We have no quarrel with these two adjustments,
as such. However, the record before us requires that one
further adjustment to the computation be made. Clearly,
the August 14, 1981, transaction and the August 24, 1981,
exchange were part of the same transaction. In the first
transaction by appellants, appellants advanced $90,000 in
cash to acquire the mini-storage property. Thereafter,
this same mini-storage was transferred back to the Hayes.
Apparently, tne Hayes needed to clear up the financing of
the mini-storage property and appellants advanced thera
the money to do so. Accordingly, the two transfers
appear to be contractually interdependent. (Brauer v.
Commissioner, 74 T.C. 1134 (1980).) Moreover, it has
been held that a transaction will qualify as a tax-
deferred exchange if the taxpayer's transfer and receipt
of property "were interdependent parts of an overall
plan, the result of which was an exchange of like kind
properties." (Biggs v. Commissioner, 69 T.C. 905, 914
(1978).) Respondent, however, would argue that in the
August 14 transfer, appellants received the mini-storage
property from the Hayes and the Hayes received only cash
so that the August 14 transfer was a sale of the mini-
storage property for cash. (Resp. Br. at 6.) Appellants

/ In respondent's recomputation of the transaction,
ioot received is the lesser figure and therefore the
figure upon which the assessments are based. (Resp. Ex.
D.)
6J It appears that appellants may have made a clerical
mistake in transposing the adjusted basis for line nine
of respondent's Exhibit C as $225,937 rather than
$225,237. In its computation of gain realized, respon-
dent used the $225,237 figure rather than the $225,937
figure which appellants had used. In addition, respon-
dent used a figure of $10,974 for exchange expenses
reflected in line 13 of its Exhibit C rather than $10,794
as appellants had done in this computation. These are
minor discrepancies which may be resolved later.
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would argue that the various transfers fit within the
framework of section 18081.

In deciding such questions, the courts have
looked to the substance of the transaction. (See Brauer
v. Commissioner, supra, 74 T.C. at 1144.) In the instant
case, the two transactions were no different than if the
mini-storage property had not been transferred at all and
appellants had instead added $90,000 to the August 24
exchange with the Hayes then clearing up the financing on
the mini-storage property themselves. Indeed, without
the understanding that the mini-storage would immediately
be returned to the Hayes, it is unlikely that it would
have been transferred to appellants at all. Clearly, the
August 14 transaction was an "interdependent part" of the
*overall plan' to exchange like-kind properties. Accord-
ingly, we find that the two transactions were part of one
nontaxable exchange and that appellants, in fact, advanced
$90,000 to the exchange which requires a further adjust-
ment. (See also discussion in Smith v. Commissioner, 537
F.Zd 972 (8th Cir. 1976).j The adjustment required would
be adding to line ten of respondent's Exhibit C $90,000
for this extra cash advanced by appellants. This
increases that line from $11,214 to $101,214 and results
in the figure for gain realized, using respondent's
figures, being $7,516 rather than $97,576 as initially
computed by respondent. Since, as indicated above, gain
recognized in this transaction must be the lesser of gain
realized (here $7,576) and boot received (here $45,001),
our further adjustment requires the assessment be modified
to reflect that the gain realized ($7,576) is the lesser
figure limiting gain recognized.

Accordingly, respondent's determination must be
modified in accordance with this conclusion.
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O R D E R

Pursuant to the views expressed in the opinion
of the board on file in this proceeding, and good cause
appearing therefor,

IT IS HEREBY ORDERED, ADJUDGED AND DECREED,
pursuant to section 18595 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board on the
protest of Andrew F. and Opal M. House against a proposed
assessment of additional personal income tax and penalty
in the total amount of $403.57 for the year 1981 and on
the protest of Kenneth G. and Majorie Houser against a
proposed assessment of additional personal income tax in
the amount of $723.31 for the year 1981, be modified in
accordance with this opinion. -

Done at Sacramento, California,
of April , 1986, by the State Board of
'with Board Members Mr. Nevins, Mr. ColliS,
Mr. Harvey present.

this 9th day
Equalization,
Mr. Bennett and

Richard Nevins

Conway H. Collis

William M. Bennett

Walter Harvey*

, Chairman

, Member

, Member

, Member

, Member

*For Kenneth Cory, per Government Code section 7.9
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ORDER DENYING PETITION FOR REHEARING AND
MODIFYING OPINION TO CORRECT

COMPUTATIONAL ERRORS

In our original determination of this matter on
April 9, 1986, we modified the action of the Franchise
Tax Board concerning the computation of gain recognized
in a like-kind exchange. In its petition for rehearing
filed April 28, 1986, respondent argues, first, that our
determination is erroneous in treating the August 14,
1981, transaction and the August 24, 1981, exchange as
part of the same transaction; and, second, if not
erroneous, our computations are not in accordance with
that determination.

. .
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With respect to the first argument, there is no
basis to contradict our initial holding. The two trans-
actions were clearly part of the same plan. (Opinion at
7.) H o w e v e r , to effect that adjustment, the computations
must treat'the mini-storage property as not having been
transferred at all. Accordingly, the computations must
be further modified to exclude the $19,022.92 liability
on the mini-storage property and the $109,023.00 reflect-
ing appellants' adjusted basis in the mini-storage in the
property conveyed category. As a result, respond,ent is
correct with respect to the computational errors in our
opinion.. Therefore, although respondent's petition must
be denied, the text of our opinion of April 9, 1986, aust
be modified.

Accordingly, it is hereby ordered that the
petition be and the same is hereby denied and that our
order of April 9, 1986, be and the same is hereby
affirmed. Good cause appearing therefor, it is also
hlareby ordered that the text of our opinion of April 9,
1986, beginning on page seven of the original opinion,
couuaencing with the words "The adjustment required would
be adding," be and the same is hereby deleted and the
following is hereby substituted:

The adjustment required would be to add
$90,000 to line ten of respondent's Exhibit C
for the extra cash advanced by appellants, to
delete the $19,022.92 reflecting the mortgage
on the mini-storage from lines seven and 20
and to delete $109,023.00 reflecting the basis
of the mini-storage from line nine as
follows:

REALIZED GAIN

4. Pair Market Value of
Property Received

5. Cash Received
6. Fair Market Value of

Root (Other Than Cash)
Received

7, Mortgage Balance on
3 Property Conveyed

a. Total Consideration
Received

$300,000
-O-

-O-

132.509

$432, so9

l
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9,

10.
11.

12.

13.
14.

15.

The gain recognized would be calculated as follows:

16.

17.

"18.
19.

20.

21.

22.

23.

LESS:

Adjusted Basis of
Property Conveyed 116,914

Cash Given 101,214
Adjusted Basis of,Boot
(Other Than Cash)
Conveyed -O-

Mortgage Assumed on
Property Received 106,531

Exchange Expenses 10,794
Total Consideration
Given
Gain Realiied on
Exchange (line 8 less
line 14)

-30
0.

335,453

$97,056

RECOGNIZED GAIN

CASH'AND BOOT:

Cash and Boot (Other
Than Cash) Received $ -O-

Cash and Boot (Other
Than Cash) Conveyed 101,214

Exchange Expenses 10,794
Net Cash and Boot (Other
Than Cash) Received $ -o-
(line 16 less lines
17 and 181

MORTGAGE RELIEF:

Mortgage on Property
Conveyed 132,509

Mortgage Assumed on
Property Received 106,531
Net Mortgage Relief 25,978
(line 20 less line 21)

Gain Recognized
(line 19 plus line 22) $25,978

Based upon the above calculations, the lesser
figure for recognition purposes,

. of the gain realized or the boot
net mortgage relief of $25,978;.

._ .’ -82C-
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amount of gain that must be recognized in this
exchange. Respondent's determination must be so
modified in accordance with this conclusion.

Done at Sacramento, California, this 7th *day
Of April 1987, by the State Board of EquaLrzatlon,
wkth Board M&bers Mr. Collis, Mr. Dronenburg, Mr. Carpenter
and Ms. Baker present.

Conway H. Collis , Chairman

Ernest J. Dronenburg, Jr. , Member

Paul Carpenter , Member

Anne Baker* ,Member

,Member

*For Gray Davis, per Government Code section 7.9
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